ABSTRACT
As economic conditions deteriorated further in 2007, sales of the residential units languished. Only five units were sold during the year and those sales required deep discounts. Additionally, the commercial portion of PV was still far from completion. John was reasonably certain the commercial properties would be completed and if successful that should stimulate condo sales. But when completion would happen was very uncertain. At December 31, 2007, the capitalized cost of the 56 remaining units was $11,200,000. Most recent unit sales indicate that on average units have a market value of $194,000. However, direct selling expenses for broker, title, and closing fees are approximately 5% of sales price.
To add insult to injury, John Boynton had to cope with the realization that there appeared to be some construction deficiencies in the condominium project. The use of a particular type of tubing for the radiant floor heating system had proven to be problematic in a number of units. It seems that one of the HVAC 2 sub-contractors responsible for installation of the systems was inexperienced with the connecting process required for this particular product. The cost to repair the affected units was estimated at $1.2 million. John-Boy has entered into arbitration with the general contractor to recover at least some of this amount, but as of the end of 2007 the repairs continue as does the arbitration process.
The sub-prime lending debacle and the related defaults had also created a series of economic problems for Miners and Merchants Bank (MMB), the lender that supplied the funding for PDC. After reviewing the situation the bank has declined to renew the loan agreement with PDC which is currently experiencing negative cash-flows from the PV project. MMB did not want to consider foreclose on the PV condominium project (especially since they have also loaned funds to Yaro and Peak for the commercial portion of the development) so they have agreed to settle the $10 million debt with PDC for 85 cents on the dollar. John-Boy Capital provided the funds to pay the bank $8.5 million with an unsecured loan from the founder John Boynton.
Grant Hire is the Chief Financial Officer for John-Boy Capital and now is responsible for the same functions at Ponderosa Development Company. Grant had been under considerable stress regarding the performance of PDC and PV and the corresponding cash flow issues. As the New Year approaches (January 1, 2008) his attention focuses on the reporting issues he will encounter with the December 31, 2007 financials. John Boynton has made it clear that he would like to capitalize as much interest related to PV as possible to lessen the damage economic conditions will no doubt inflict on the financials. There are other significant reporting issues Grant must address in regard to the upcoming reporting cycle as well.
Identify the significant financial reporting issues faced by Ponderosa Development Company and fully explain the accounting treatment that Grant Hire should utilize for each. Topics Covered: This case deals with various financial reporting issues such as interest capitalization, asset impairment, contingent items, and troubled-debt restructuring. This is all done with a backdrop of a bursting real estate bubble and a national credit crunch.
TEACHING NOTE, PONDEROSA DEVELOPMENT
The write-up of the solution to this case is also a useful vehicle for student preparation of either a professional memo or an executive summary. Both provide reinforcement of technical writing skills.
Case Questions: Although not included in the body of the case, to allow instructor discretion regarding guidance, the following questions can be provided to student users of this case. This provides somewhat more structure which may be appropriate for intermediate accounting students.
1.
How much of the interest incurred in conjunction with the Ponderosa Development project can be capitalized for 2007? 2.
How should Grant Hire treat the construction deficiencies for financial reporting purposes? What about the arbitration that is currently in progress? 3.
How should Ponderosa Development Company (PDC) account for the $1.5 million difference between the carrying value of the loan from Miners and Merchants Bank and the amount for which the debt was settled? Per SFAS No. 34 interest cost associated with inventories should be considered a period cost in general. However, interest costs related to assets produced as discrete projects (such as ships or real estate projects) for sale or lease should be capitalized. 3 Because the project was substantially completed during 2006, the interest capitalization period would have ended at that point. Therefore no interest should be capitalized in 2007. 4 
2.

How should Grant Hire treat the construction deficiencies for financial reporting purposes? What about the arbitration that is currently in progress?
The construction deficiencies meet the definition of a contingent item. 5 Since it appears that the probability of a loss relating to the asset is probable and the loss has been estimated to be $1.2 million, a loss in that amount should be accrued. 6 Additionally, a liability in that amount should be established (see item 4 below).
The arbitration process involving the general contractor gives rise to a gain contingency. 7 While it is not appropriate to accrue a gain 8 in this case it would be appropriate to disclose the ongoing arbitration in conjunction with the footnote discussion of the construction deficiency contingency. However, "… care shall be exercised to avoid misleading implications as to the likelihood of realization." The settlement of PDC's debt entails the granting, by the bank for economic reasons related to the debtor's financial difficulties, a concession that it would not ordinarily consider.
10 Therefore this is considered a troubled debt restructuring.
Since PDC is satisfying its $10 million MMB loan for $8.5 million, they will recognize a $1.5 million gain from troubled debt restructuring.
11
Although not always the case, in this instance MMB's treatment will mirror PDC's. Most likely MMB had recognized the loan to PDC as impaired prior to the restructuring. In that situation MMB would reduce Allowance for Impaired Receivables for the $1.5 million. If MMB had not previously recognized the loan as impaired it would be appropriate to charge Uncollectible Loan Expense for the $1.5 million in conjunction with the write-off. 12 
4.
Is it necessary for PDC to revalue its investment in Ponderosa Development for the December 31, 2007 financials?
At December 31, 2007 the carrying value of the project was $11,200,000. Concurrently the remaining 56 units (68 total less 12 units sold) have an aggregate market value of $10,864,000 (56 x $194,000). This appears to indicate that a decline in the utility of Ponderosa Development has occurred. This is not an impairment per se since impairments relate to property, plant, and equipment whereas in this case the real estate in question is actually inventory for PDC. The accounting literature indicates that a departure from the cost basis is required when the utility of inventory is no longer as great as cost.
13 This is generally referred to as valuation of inventory at the lower of cost or market. The determination of market is the required next step in this process. Utility is usually indicated by the replacement cost of the goods in question by purchase or reproduction. However, replacement or reproduction prices are not appropriate as surrogates for utility when sales value minus cost of disposal is less 14 as is the apparent case for the PV development. It is not necessary to reduce the market value of inventory by the anticipated cost to repair the HVAC deficiencies since that amount ($1.2 million) was recognized as a loss/liability in relation to the contingency (see response to question 2 above).
5.
If Grant Hire adopts International Financial Reporting Standards (IFRS) for financial statement presentation how would your answers to questions 1-4 differ?
1. International Accounting Standard 23, Borrowing Costs provides for the capitalization of interest on inventories that take a substantial amount of time to complete. 15 However, as with SFAS No. 34, "[c]apitalisation of borrowing costs shall cease when substantially all the activities necessary to prepare the qualifying asset for its intended use or sale are complete". 16 Therefore treatment under IFRS is the same as with U.S. GAAP.
With International Financial Reporting Standards there is a distinction between what is referred to as a
provision and a contingent liability. A provision is a liability of uncertain timing or amount.
